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appraisal depreciation and capital recovery used in accounting. < 
It is very difficult to separate depreciation from valuation, since 
any attempt to measure future benefits of property ownership 
carries with it the necessity to quantify how long those benefits • 
are going to last and how much time must pass before they are to 
be realized. In addition, one must consider how those benefits 
will be received. For example, will they be great in the early 
years and then diminish (or vice versa), or will they be equal 
each year? 

Writers about the appraisal process often present the subject 
as if the calculation of value can be made as one step with depre- 
ciation to follow. These steps in fact are not separable, and they 
must be considered together. 

There are three accepted valuation methodologies: cost, in- 
come, and market techniques. One can find other methods pre- 
sented in texts, but some analyses will reveal that other methods 
are really forms of these three. 

Cost Approach 

The cost approach seeks to measure the future benefits of own- 
ership by quantifying the amount of money that would be re- 
quired to replace the future service capability of the subject 
property. This was defined above as cost of replacement. The 
assumption underlying this approach is that the price of new 
property is commensurate with the economic value of the serv- 
ice that the property can provide during its life. The market- 
place is the test of this equation. If, for example, the price of a 
new machine were set at a level far above the present value of the 
future economic benefits of owning the machine, then none 
would be sold. If the opposite were true, then demand would 
outstrip supply, and presumably the price would rise. The price 
of a new machine, absent some market aberration, is therefore 
equal to its fair market value. 
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Depreciation 

One is rarely called upon to render an opinion of value on brand- 
new property, however, and the use of the cost approach therefore 
nearly always brings with it the complexity of quantifying the 
reduction from (brand-new) value due to the action of deprecia- 
tion. Appraisal depreciation is the result of physical deterioration, 
functional obsolescence, and economic obsolescence. The proper 
reflection of all three is essential to estimating value by the cost 
approach. These factors are discussed in detail in Chapter 8. 

Income Approach 

The income approach steps away from the cost of constructing or 
creating a new property and focuses on a consideration of the 
income-producing capability of the property. The underlying the- 
ory is that the value of property can be measured by the present 
worth of the net economic benefit (cash receipts less cash outlays) 
to be received over the life of the property. This concept is nicely 
described by Campbell and Taylor: 

It has often been stated, but bears repeating, that assets 
(whether bricks and mortar, land, equipment, or corpo- 
rate shares) are only worth in the open market what they 
can earn, and the true measure of worth is the assets' 
earnings when related to the risk inherent in the busi- 
ness situation. 6 

In the following discussion, we will assume that the reader is 
familiar with the "time value of money" and the concept that a 
dollar to be received in the future is worth less today than a dollar 
to be received immediately. We will use the term present worth to 
refer to the current value of money to be received in the future, 

6 Ian R., Campbell, and John D. Taylor, "Valuation of Elusive Intangibles," 
Canadian Chartered Accountant, May 1972, p. 41. 
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and the term discount rate to mean the interest factor used in the 
present worth calculation. The term capitalization rate will be 
used when the process involves a perpetual income stream. 
The three essential ingredients of the income approach are: 

1 . The amount of the income stream that can be generated 
by the property 

2. An assumption as to the duration of the income stream 

3. An assumption as to the risk associated with the realiza- 
tion of the forecasted income 

These elements can be related to one another by means of a 
simple formula, V - I/r, where: 

V - Value of the earnings stream attributable to the property 
I = Income derived from employment of the property, rep- 
resenting the net of cash inflows and outflows 
r = Capitalization rate reflecting all the business, eco- 
nomic, and regulatory conditions affecting the risk as- 
sociated with employing the property and achieving the 
prospective earnings 

For example, if an income of $ 100 will be received in perpe- 
tuity, and the appropriate rate of capitalization is 10 percent, 
then the value of that income is: 

$100 



.10 



=$1000 



This is obviously the simplest of examples and one that never 
occurs in real life. Property ownership is rarely expected to pro-^ 
duce income perpetually. Therefore, the calculation is always 
more complex, and the determination of an appropriate capital- 
ization rate is more complex as well. Because business property is 
owned for the express purpose of earning a return on investment, 
the income approach is the strongest indicator of value for this 
type of property; 
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The income approach indicates fair 
and without intermediate calculations involving the three forms 
of appraisal depreciation. 



Market Approach 

The market approach is the most direct and the most easily ^under- 
Tod appraisal technique. It measures the present value of f^re 
benefits by obtaining a consensus of what others in he marke - 
place have judged it to be. There are two requisrtes U)"?^ 
public market and (2) an exchange of comparable properties. 
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The residential real estate market is a good example of where 
these conditions are usually present. There is usually some activ- 
ity in this market in a given area, and selling, asking, and ex- 
change prices are public. Of course not all residential properties 
are similar, but given enough activity, reasonable comparisons 
can be made. 

Where these optimal market conditions do not exist, using 
this approach involves more judgment, and it may become a less 
reliable measure of value. As we will discuss in Chapter 7, this 
technique is rarely used for the valuation of intangible assets and 
intellectual property largely because of the absence of the condi- 
tions noted below. 

Active Market 

The ideal situation is to have a number of property exchanges to 
use in this analysis. One sale does not make a market. There are, 
for example, publicly-traded common stocks in which only a few 
shares are traded in a year. Their exchange price has much less 
validity as a measure of their value than, for instance, General 
Motors stock, in which thousands of shares are traded each day. 
All the other requisites except activity are there. 

Public Market 

To be useful, the exchange consideration must be known or dis- 
coverable. The prices of common stock in the primary exchanges 
are known in minute detail. For other types of property, it be- 
comes more and more difficult to discover the exchange price. 
Even with real estate, the published price may be misleading due 
to financing arrangements between buyer and seller that are not 
made public. Transactions between businesses, such as the sale of 
a plant, product line, or subsidiary may be very difficult or im- 
possible to evaluate because competitive pressure motivates the 
participants to keep the details confidential. 
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